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TOPIC: Do Institutional Investors matter in Debt Financing? International Evidence 
 
ABSTRACT 
This study investigates whether institutional investors play a role in facilitating firms’ debt 
financing in an international context. Using a sample from 56 countries over the period 2002-
2012, I document the following findings: First, using difference analysis across comparable firms, 
I find that the overall presence of institutional ownership (IO) does not encourage distinct 
borrower firms to go for more loans, but when they do, such loans are contracted at relatively 
lower costs. Second, foreign IO’s (FIO’s) effect on facilitating debt financing, manifesting in 
lower cost of debt, is highly significant, but that for domestic IO (DIO) is not robust across tests. 
This superior monitoring/corporate governance (CG) effect generated by FIO is more 
pronounced in strong investor protection (IP) countries. Third, having further investigated the 
dynamics of this FIO-generated-superior-CG-effect by decomposing FIO on the basis of the 
strength of its home country IP and on the basis of IO monitoring intensity, I find that FIO 
coming from strong IP countries tend to generate a much more stronger CG effect than their 
counterpart FIO coming from weak IP countries. I also find that independent FIO, by 
significantly reducing cost of debt, have the edge over grey (less/non-monitoring) FIO in 
inducing a corporate governance effect. These FIO-decomposition-based-findings appear to be 
much more pronounced in weak IP countries. Last, the results show that contemporaneous, rather 
than lagged or lead changes in IO, account for the most significant CG effect. These findings are 
robust to the exclusion of the effects of highly regulated financial firms, dominant US firms, 
financial crisis, and to the use of other debt contracting variables, alternative investor protection 
measure(s), and alternative specifications. Overall, I document a load of evidences that suggest 
that superior CG effects via debt financing are most attributed to the monitoring efforts of FIO, 
especially when they are independent or originate from strong IP countries. 
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1. INTRODUCTION  
When resource owners trust an outfit with their resources, they expect the reciprocation 
of this trust via the trustee’s judicious and prudential management of their funds.  The trustee is 
thus a steward of the resources entrusted to its care. Stewardship assigns the responsibility of 
shepherding, safeguarding, and making the productive use of the resources of resource owners in 
the owner’s best interest. Today, there are many shades of stewards –commercial banks, 
insurance companies, unit trusts, and the like – often referred to as corporate or institutional 
investors, who put others’ funds to supposedly profitable use per their own professional 
assessment. As they owe fiduciary duties to their own clients, it is only proper for them to ensure 
that investees are given a run for invested money; hence, the presumption that they have the 
ability to significantly and actively affect investees’ corporate governance (Kumar & Lee, 2006; 
Aggarwal et al., 2011).  Generally speaking, institutional investors (both foreign and domestic) 
consider corporate governance important to their investment decisions and preponderance are 
willing to be engaged in and are involved in shareholder activism, thereby improving target firms 
(McCahery et al., 2010; Helwege et al., 2012). Corporate investors usually hold large equity 
interests and are thus naturally inclined to access firm-specific information, which is helpful in 
monitoring management of investees (Bajo et al., 2013). Should investees’ management resist 
the monitoring efforts of corporate investors, the latter would demonstrate their dissatisfaction by 
deciding to sell their equity interests or proactively using activist strategies to compel 
management (Del Guercio & Hawkins, 1999; Gillan & Starks, 2000; English et al., 2004; Nelson, 
2006; Brav et al., 2008; Del Guercio et al., 2008; Kim et al., 2009; Lee & Park, 2009; 
Greenwood & Schor, 2009; Klein & Zur, 2009; Becht et al., 2010; Cheng et al., 2010; Ertimur et 














inherent stewardship status, has long been found to be associated with improvements in investees’ 
corporate governance practices such as optimal risk-taking, reduction in earnings management 
activities, earnings quality, better overall corporate transparency, better operating performance 
and resource allocation efficiency, lower firm leverage, inter alia (see Claessens and Fan, 2002; 
Gillan and Starks, 2003; Koh, 2003; Velury & Jenkins, 2006; Bleck and Liu, 2007; Cornett et al., 
2007; Ferreira and Matos, 2008; Aggarwal et al., 2011; Choi & Kim, 2013; Darmadi and Sodikin, 
2013; Lel, 2013; An et al., 2014; Huang & Zhu, 2014;  Songlian & Shengyue, 2014; Scott, 2014; 
Tai et al., 2014; inter alios).  
Debt/leverage is one of the principal areas of a firm’s capital structure impacted via the 
corporate governance mechanism owing to activist efforts. There have been previous studies on 
the corporate governance effects generated through debt due to the efforts of activist 
shareholders. Although such prior studies have found a negative association between institutional 
ownership and debt (see Bathala et al., 1994; Grier & Zychowicz, 1994; Crutchley et al., 1999; 
Cotter & Peck, 2001; Bhojraj & Sengupta, 2003; Denis & McConnell, 2003; Wang & Zhang, 
2009; Roberts & Yuan, 2010; Elyasiani et al., 2010; Lotto, 2011; Jiraporn et al., 2012; Chung & 
Wang, 2014; Tanaka, 2014), they did so without a proper distinction among the types of 
corporate ownerships (foreign or domestic, independent or grey) and without a distinction 
between the disparate investor protection jurisdictions (whether strong or weak) involved. 
Previous studies such as those by Gillan and Starks (2003), Ferreira and Matos (2008), Lel 
(2013), An et al. (2014), Tai et al. (2014), inter alios, have investigated the different corporate 
governance (CG) roles of these contrasting corporate investor groups, but these have not been 
done within the confines of debt literature. Lest I be adversely critiqued, I cautiously state that 














governance effects on debt of the efforts of various institutional investor categories from 
disparate investor protection regions; hence, this global study will attempt to bridge this aperture. 
In particular, I will attempt the following: 1) ascertain whether foreign institutional ownership 
(FIO) and domestic institutional ownership (DIO) have different effects on cost of debt in all 
countries as well as in disparate investor protection countries; 2) determine whether these 
aforementioned effects are different for FIOs originating from disparate investor protection 
countries; and 3) find out whether independent FIOs and grey (less/non-monitoring) FIOs exert 
different CG effects on cost of debt and whether these effects differ when disparate investor 
protection countries are considered.  
To undertake this study, I establish two overall samples: 1) a treatment sample of 16,675 
loans issued to 3,310 distinct borrower firms (with institutional ownerships) from 56 countries; 
and 2) a benchmark sample of 13,794 loans issued to 3,654 distinct borrower firms (without 
institutional ownerships) from 50 countries. Using a firm comparability ‘difference design’ –a 
univariate technique employed to unravel the overall influence IO on cost of debt, these final 
samples are further reduced so that only firms with similar features (e.g. size, ROA, and leverage) 
are sub-sampled, leaving 11,606 comparable firms in both samples
1
. Like in previous studies, I 
also define relevant institutional ownership and cost of debt variables and attempt to explain the 
cost of debt using various unique groups of institutional ownership. I achieve this more 
elaborately in a multivariate framework after controlling for likely firm and loan characteristics 
correlated with cost of debt. 
On the univariate frontier however, the difference analysis of cost of debt vis-à-vis other 
loan terms and firm characteristics reveals pretty interesting results. After excluding firms 
                                                             














without comparable (similar) size, ROA, and leverage from both treatment and benchmark 
samples so that only comparable firms are used in the difference design, on average, the results 
across all countries show that comparable firms with institutional ownership tend to have 
relatively lower cost of debt, shorter maturity, fewer collateral requirements, larger loans, more 
term loans, fewer revolver loans, and maintain lower current ratios. However, where the 
condition of investor protection is invoked, majority of these findings still hold except for where 
firms from strong investor protection countries maintain slightly high current ratios. I also find 
that the presence of institutional ownership does not encourage distinct borrower firms to go for 
more loans. However, large institutional holdings are relatively by foreign institutional investors 
(FIO), independent FIO, and FIO originating from strong IP countries, and this position should 
naturally give greater monitoring advantage, ceteris paribus. 
On the multivariate frontier, I decompose institutional ownership into several 
classifications and see how each disparate-membered group impacts cost of debt using regression 
analysis across a number of specifications. I find that foreign institutional ownership (FIO) is 
significantly related to lower cost of debt while domestic institutional ownership (DIO) results in 
higher cost of debt in all countries and in strong investor protection borrower firm countries as 
well, where the corporate governance effect generated is much more pronounced. I further 
decompose FIO into two (2) separate disparate-membered groups: 1) FIO originating from 
strong investor protection countries (FIO_Strong_IP) vs. FIO originating from weak investor 
protection countries (FIO_Weak_IP); and 2) independent FIO vs. grey (less/non-monitoring) 
FIO. This procedure enables me to address in part the likely reverse causality and endogeneity 
concerns that attend the results. Where FIO is disintegrated on the basis of investor protection 














strong IP countries tends to significantly lower the cost of debt while those from weak IP 
countries causes otherwise. However, when both strong and weak IP borrower firm countries are 
in perspective, both FIO_Strong_IP and FIO_Weak_IP lower cost of debt, but the former’s CG 
effect is more significant and much stronger. Where FIO is dissected on the basis of monitoring 
intensity, the results show that in all countries as well as in both strong and weak IP borrower 
firm countries, independent FIO (mutual funds and investment advisers) are able to significantly 
lower cost of debt while grey (less/non-monitoring) FIO (bank trusts, insurance companies, 
pension funds, and endowments) do otherwise. These relatively superior CG effects generated 
are more pronounced in weak IP borrower firm countries. The dynamics of the debt-IO relation 
further also reveals that contemporaneous, rather than lagged or lead changes in IO, account for 
the most significant CG effect. 
I carry out a series of robustness checks to provide corroboration to the main findings and 
to further help address endogeneity and potential reverse causality concerns. In unique situations, 
I examine separately, loans issued to non-financial firms, loans issued to non-US firms, loans 
issued outside the financial crisis period, use of other debt contracting variables, use of an 
alternative investor protection measure, and use of alternative specifications. In all these 
instances, I find that the main findings still hold regardless of these special considerations. 
This study contributes to the mounting evidence on the different corporate governance 
effects caused by the monitoring efforts of foreign vs. domestic corporate owners.
2
 In this realm, 
it adds to the already existing non-debt literature on the monitoring roles of foreign vs. local 
corporate investors so that corporate governance effect is also viewed from the standpoint of debt. 
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It also takes the extant IO-debt literature
3
 a step further by observing the different CG effects 
generated by various disparate-membered groups of institutional investors, constructed on the 
basis of the investor protection strength of IO’s home country as well as on the basis of 
monitoring intensity. For instance, through this study, I am able to cover an aspect of the IO-debt 
literature not covered by prior studies, by deciphering which FIO (whether FIO from strong vs. 
weak IP country or independent vs. grey FIO) most successfully compels a firm’s management 
to incur less cost on its borrowings. These new evidences on the role of institutional investors in 
debt financing further contribute to prior literature on the mixed evidences of institutional 
ownership literature in corporate governance.  
This study is beneficial to the investing public. The results suggest that stewardship 
influences institutional investors (trustees or stewards) to not invest in or support firms that are 
into or contemplating extremely risky projects, which culminates in high default risks and 
consequently, high cost of debt. To the extent that institutional investors (trustees)’ monitoring 
efforts influences investee firms to incur lower cost on borrowings, investors (resource owners) 
are re-assured that their investments are safe. This study therefore provides evidence to the 
investing public to help determine the safety of their investments. 
In what follows, I will review relevant literature and make empirical predictions in 
section two, specify data and empirical methodology in section three, report empirical results in 
section four, conduct robustness tests in section five, and finally conclude in section six. 
 
                                                             
3
 See Bathala et al., 1994; Grier & Zychowicz, 1994; Crutchley et al., 1999; Cotter & Peck, 2001; Bhojraj 
& Sengupta, 2003; Denis & McConnell, 2003; Wang & Zhang, 2009; Roberts & Yuan, 2010; Elyasiani et 














2. LITERATURE REVIEW AND EMPIRICAL PREDICTIONS  
2.1. Institutional Ownership and Non-debt Corporate Governance effects 
Extant literature (as will be seen below) has covered comprehensively, the role of institutional 
investors - both foreign and domestic, in inducing a corporate governance effect on a variety of 
variables. Corporate (steward) investors are likely to engage in shareholder activism because 
their owners will hold them accountable for resources entrusted to their care and this activism is 
what induces the CG effect. According to Brockman and Yan (2009), blockholders
4
 have a pure 
edge over diffuse, atomistic equity owners
5 
when it comes to the precision and acquisition cost of 
private information. Hypothetically speaking, this advantage doesn’t rest there, but sure extends 
to exerting influence on a firm’s corporate governance mechanism as well.  To appreciate the 
power of shareholder monitoring or activism, the following constitute a comprehensive list of the 
non-debt CG effects that institutional ownership is able to generate:
6
 
Reduction in earnings management activities: Foreign institutional ownership has been 
found to be associated with lower earnings management (Lel, 2013). According to Lel, 
independent foreign corporate investors help reduce the inequality in corporate governance 
mechanisms across countries where there is no strong legal protection by giving an effectual 
cross-border touch in limiting firm earnings management activities. This finding is consistent 
with those of other studies (Gillan and Starks, 2003; Ferreira and Matos, 2008) who also posit 
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 Usually, significant/large holdings (blockownerships comprising both individual and corporate investors) 
are able to influence the company via the voting rights awarded with the holdings. Separate groups of 
insignificant holdings can also unite to exert influence (e.g. ESOP) 
5 
Helwege et al. (2012) argue that diffuse investors (e.g. employee stock ownership) are unlikely to 
monitor a firm relative to blockholders 
6  
Where the term ‘institutional or corporate ownership’ is used in literature review section without 
specific regard to foreign or domestic ownership, it is presumed that this description applies to all 
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